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MAY 1990

An AICPA publication for the local firm

ZERO DEFECTS—MANAGING ACCOUNTING FIRMS IN THE 1990s
To survive and grow in the 1990s, accounting firms
will need to be viewed as businesses as well as pro
fessional practices. Management skills will have to
command more importance, and firms will need to
adopt other modern business techniques.
For many practitioners, becoming a businessper
son will require a change in attitude and methods.
Better personnel management is essential if firms
are to attract, train, retain, and motivate staff. Being
more in tune with what the market wants and com
municating that message to others is also necessary.
Finally, becoming a businessperson will mean a
willingness to take more calculated risks and to
accept some failures in order to achieve successes.
To better understand the changes needed, let’s
first look at the current management philosophy at
most firms. This philosophy is sometimes labeled
"management by exception."
Management by exception is an outgrowth of the
work of Frederick Taylor, as described in his book
Scientific Management, written around the turn of
the century. Mr. Taylor defined and analyzed the
amount of time and the exact steps required to effi
ciently perform a series of manual operations. He
then demonstrated that by arranging many dif
ferent single operations along a line, sophisticated
products could be produced. Managing the new
mass production technology consisted of (1) identi
fying exceptions in the production line, (2) identify
ing those creating the exceptions, and (3) repri
manding them to obtain conformity.
Mass production was such a quantum leap over
previous technology that many of its shortcomings
were overlooked until the 1960s. These shortcom
ings include an atmosphere that dehumanizes the
workplace because people are perceived as merely
part of a process. Also, output tends toward average
performance because of peer pressure on top pro
ducers to more closely match the performance of the

group as a whole. In addition, higher-than-neces
sary error rates become acceptable.
In the early 1960s, the Martin Marrietta Corpora
tion was charged with producing the new Pershing
missile within a tight budget and limited time
frame, and with high quality imperative. The com
pany faced a dilemma, though, because the project
director, James F. Halpin, believed that manage
ment by exception would not meet the goals of on
time, on budget, and without defects.
The management system Mr. Halpin developed to
meet these goals was a complete reversal of the
traditional method and consisted of (1) focusing on
preventing mistakes from happening, (2) identify
ing those who succeeded at preventing mistakes,
and (3) positively reinforcing the successful
behavior through praise and recognition.
Mr. Halpin combined this theory with several
other concepts. He pushed more responsibility and
the authority for taking remedial action down to the
workers closest to the situation.
Everyone involved in production also had to meet
the quality restraints. A deviation in one area meant
compensating for it in another. Previously, each
department was responsible for only its own output
meeting certain quality parameters. This some
times resulted in finished products that met depart
mental standards but were defective overall. The
new procedure forced departments to work closely
together. As a result of this new system, the mis
sile was developed on time, had a minimum
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number of problems, and was significantly under
budget.
The “Zero Defects” program, as it was named, was
installed throughout Martin Marietta. The com
pany experienced an almost thirty percent improve
ment in productivity and cost savings, and a
significant increase in employee morale. The
quality control department was abolished because
problems were now solved where they occurred.
Although praised by the Defense Department and
described in Zero Defects, which Mr. Halpin wrote in
1966, the concept was ignored by American industry
and academia. It was picked up in Japan, however,
and is being used to great effect. Today, U.S. industry
is belatedly embracing the idea.
Installing a zero defects system in an accounting
firm means accomplishing two things: It means get
ting closer to and more in tune with the client to
avoid starting out making mistakes. It also requires
restructuring the firms management so that staff
members can have more input regarding their task
responsibilities, performance, and the ultimate
quality of the finished product.
The key to getting closer to the client is the adop
tion of a good, firmwide, client-service system. One
suggested method is described in my article, “The
New Game—Client Service," in the January 1990
issue of the Practicing CPA.
Also key is placing capable, trained people in
management positions. The right people in the right
positions is central to the idea of zero defects.
The main obstacle for many firms in making this
change is the legacy of the partnership way of doing
business. This implies that all the owners are man
agers, and, thus, to manage the firm you must be an
owner. Such a structure can deprive the firm of
skilled management. Only a complete separation of
the roles of ownership and management will allow a
zero defects system to work.
In the corporate world, for example, owners usu
ally are only entitled to a return on investment, to
financial information, and to a vote on corporate
issues. Management is given authority to realize
corporate goals, and executives financial rewards

are based upon performance. The managers receive
feedback on how they are doing, and have a defined
structure in which to advance that is based upon
their competency and the organizations need.
Many might argue that to allow non-CPAs to move
into upper management and even control in an
accounting firm would diminish the quality and
integrity of the profession. Major engineering firms
and hospitals, however, are professionally man
aged, yet only licensed, professional engineers can
sign off on the safety of a bridge, and only licensed
physicians can perform surgery or prescribe medi
cation. The same should hold true for accounting
firms in the future.
Imagine what could happen if accounting firms,
in general, adopted these systems. Career pos
sibilities would be expanded and staff morale
increased. I believe, too, that as operations become
more efficient and staff turnover reduced, quality
would naturally improve, as it should in a well
managed firm.
To see the importance attached to these ideas in
the corporate world, simply look at what is popular
in the business management section of your local
bookstore. Books such as In Search of Excellence,
Quality Is Free, and The One-Minute Manager have
all been on the best-seller lists.
The management philosophy in accounting firms
today epitomizes the antiquated methodology of
management by exception. I believe that the key to
successfully managing accounting practices in the
1990s will be the adoption of the zero defects con
cept. Accounting firms must emulate Martin Mar
ietta in the early 1960s and produce their services on
time, on budget, and without errors. It’s time
accounting firms got on board. □
—by Timothy J. Beauchemin, CPA, Enterprise 2000,
1500 Smith, Suite 4250, Houston, Texas 77002, tel.
(713) 951-7300

Editor's note: The article “Modem Approaches to Prac
tice Management," on page 6, describes how one local
firm is attempting to apply these strategies.
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Highlights of Recent Pronouncements

FASB Statement of Financial
Accounting Standards

No. 105 (March 1990), Disclosure of Information
about Financial Instruments with Off-Balance-Sheet
Risk and Financial Instruments with Concentrations
of Credit Risk
□ Requires all entities to disclose information
principally about financial instruments with
off-balance-sheet risk of accounting loss.
□ Extends present disclosure practices of some
entities for some financial instruments by
requiring all entities to disclose the following
information about financial instruments with
off-balance-sheet risk of accounting loss:
1) The face, contract, or notional principal
amount,
2) The nature and terms of the instruments and
a discussion of their credit and market risk,
cash requirements, and related accounting
policies,
3) The accounting loss the entity would incur if
any party to the financial instrument failed
completely to perform according to the
terms of the contract and the collateral or
other security, if any, for the amount due
proved to be of no value to the entity,
4) The entity’s policy for requiring collateral or
other security on financial instruments it
accepts and a description of collateral on
instruments presently held.
□ Requires disclosure of information about sig
nificant concentrations of credit risk from an
individual counterparty or groups of counter
parties for all financial instruments.
□ Effective for financial statements issued for
fiscal years ending after June 15, 1990.

No. 104 (December 1989), Statement of Cash Flows—
Net Reporting of Certain Cash Receipts and Cash Pay
ments and Classification of Cash Flows from Hedging
Transactions
□ Amends FASB Statement no. 95, Statement of
Cash Flows, to permit cash flows resulting from
futures, forward, options, or swap contracts
accounted for as hedges of identifiable transac
tions or events to be classified in the same cate
gory as the cash flows from the items being
hedged provided that accounting policy is dis
closed; and permits banks, savings institu

tions, and credit unions to report in a statement
of cash flows certain net cash receipts and cash
payments for:
1) Deposits placed with other financial institu
tions and withdrawals of deposits,
2) Time deposits accepted and repayments of
deposits, and
3) Loans made to customers and principal col
lections of loans.
□ Effective for annual financial statements for
fiscal years ending after June 15, 1990, with
earlier application permitted.

No. 103 (December 1989), Accounting for Income
Taxes—Deferral of the Effective Date of FASB State
ment No. 96
□ Amends FASB Statement no. 96, Accounting for
Income Taxes, to defer the effective date of that
Statement to fiscal years beginning after
December 15, 1991.
□ Supersedes FASB Statement no. 100, Account
ing for Income Taxes—Deferral of the Effective
Date of FASB Statement No. 96.
□ Effective upon issuance, retroactive to Decem
ber 15, 1989.
Statements of the Governmental
Accounting Standards Board

No. 10 (November 1989), Accounting and Financial
Reporting for Risk Financing and Related Insurance
Issues
□ Establishes accounting and financial reporting
standards for risk financing and insurancerelated activities of state and local governmen
tal entities, including public entity risk pools.
□ Requires public entity risk pools to follow the
current accounting and financial reporting
standards for similar business enterprises,
based primarily on FASB Statement no. 60,
Accounting and Reporting by Insurance Enter
prises.
□ Requires state and local governmental entities
other than public entity risk pools to report an
estimated loss from a claim as an expenditure/expense and as a liability if certain con
ditions are met.
□ Requirements affecting public entity risk pools
are effective for financial statements for peri
ods beginning after June 15, 1990. Require
ments for entities other than pools are effective
on the same date that the Boards final State
ment on measurement and focus and basis of
accounting for governmental funds is effective.
Practicing CPA, May 1990
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Statements on Auditing Standards

No. 63 (April 1989), Compliance Auditing Applicable
to Governmental Entities and Other Recipients of
Governmental Financial Assistance
□ Establishes standards with respect to testing
and reporting on compliance with laws and
regulations in engagements under generally
accepted auditing standards, Government
Auditing Standards, and the Single Audit Act of
1984.
□ Provides guidance on applying the provisions
of SAS no. 53, The Auditor's Responsibility to
Detect and Report Errors and Irregularities, and
SAS no. 54, Illegal Acts by Clients, relative to
detecting misstatements resulting from illegal
acts related to certain laws and regulations.
□ Provides guidance for testing and reporting on
compliance with certain laws and regulations
applicable to federal financial assistance pro
grams in audits conducted in accordance with
the federal Single Audit Act of 1984.
□ Provides guidance for establishing an under
standing with management regarding the type
of engagement when engaged to test and report
on compliance with other laws and regulations
in connection with an audit of a governmental
entity’s financial statements.
□ Effective, unless otherwise indicated, for audits
of financial statements and of compliance with
laws and regulations for fiscal periods begin
ning on or after January 1, 1989. Earlier
application is permissible.
No. 62 (April 1989), Special Reports
□ Prescribes a new special report form that paral
lels the form of the auditor's standard report in

Gramatik IV—Proofreading
Software Available
The AICPA special edition of Gramatik IV is
now available to members only. Requiring an
IBM PC or compatible, this new software is
used with a word processor to proofread for
errors in grammar, style, usage, punctuation,
and spelling.
To purchase, (price $99.00; product no.
029650), call the AICPA order department:
(800) 334-6961; in New York State, (800)
248-0445. Ask for operator PC.
Practicing CPA, May 1990

SAS no. 58, Reports on Audited Financial State
ments.
□ Supersedes SAS no. 14, Special Reports.
□ Effective for special reports dated on or after
July 1,1989. Earlier application is permissible.

Information for. Members

Technical information
The primary responsibility of the eleven peo
ple who staff the Institutes technical informa
tion service is to answer members questions
on technical matters. They receive some 48,000
inquiries per year on accounting principles,
financial statement presentation, auditing and
reporting standards, and certain aspects of
professional practice, excluding tax and legal
matters. If you would like some assistance, we
encourage you to call toll-free: United States,
(800) 223-4158; New York State, (800)
522-5430.

Library services
The AICPA library’s staff can offer assistance
on a broad range of business topics. AICPA
members anywhere in the U.S. may borrow
from the library’s extensive collection. For
assistance, just call these toll-free numbers:
United States, (800) 223-4155; New York State,
(800) 522-5434.

Please note that toll-free calls
cannot be transferred to
other Institute departments.

Total On-Line Tax and Accounting
Library (TOTAL)
NAARS accounting and financial data library
Subscribers have access to different types of
files in the Institute’s NAARS library. These are
corporate and local governmental annual
reports, including financial statements and
notes, auditors’ opinions, and all current and
superseded authoritative and semi-authori
tative literature from the AICPA, FASB, GASB,
and SEC. TOTAL subscribers can also access
tax and other information. For further infor
mation, just call Hal Clark: (212) 575-6393.
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How to Use TOTAL in Your Tax
and Accounting Practice

TOTAL stands for Total On-line Tax and Accounting
Library. It is a subscription service marketed by the
AICPA to put computerized tax, legal, and account
ing research within the reach of more members.
TOTAL is accessible through most microcom
puters equipped with a modem. Using this system,
you can find the answers to innumerable tax and
accounting questions by simply instructing the
computer to search for a key word or phrase. You get
the answers on-screen in a few seconds, ready for
you to consult, review, or print.
Some of the libraries and their contents, to which
subscribers have access, include
□ NAARS (the National Automated Accounting
Research System)—corporate annual reports,
governmental annual reports, and current
authoritative and semi-authoritative account
ing and auditing literature.
□ FEDTAX (Federal Tax Library)—current
federal tax laws, regulations, legislative
activity, IRS materials, tax analysis, private
letter rulings, revenue rulings, and much more.
□ NEXIS (NEXIS Library)—news and wire ser
vices covering over 200 newspapers, maga
zines, and news
letters.
□ GENFED (Gen
eral Federal Law
Library) — in
cludes decisions
of the Supreme
Court, Court of
Appeals, District
Courts, and
Claims Court.
□ STATES (Indi
vidual State Law
Library) — in
cludes decisions
from the highest
courts in all
states.
The system re
quires a microcom
puter with 256k mem
ory, either IBM com
patible or Macintosh,
a modem with 2400 or
lower baud rate
depending upon loca
tion and network
used, and a communi
cation software pro

gram (Jazz, Crosstalk XVI, or TOTAL/LEXIS/
NEXIS Communications package).
TOTAL is available at reduced rates. The $95.00
initial fee for AICPA members entitles you to an
application for a user identification number, a refer
ence manual, a quarterly newsletter, one Learning
LEXIS/NEXIS/NAARS for the Accounting Profes
sional CPE course, and the AICPA Electronic Index to
Technical Pronouncements (EITP).
There is a $12.50 monthly charge in addition to
any usage you may have. The cost of each search is
computed as follows:
□ Time—$.58 per minute spent on-line.
□ Activity—library access charge, which ranges
from $6.00 to $51.00, depending on the library
and file selected.
□ Search surcharge—$3.00 per search.
□ Print charge—up to $.025 per line, depending
on the file, when you print to your printer or
download to your microcomputer.
A search in NAARS would cost as follows:
Twelve minutes at $.58, plus a $13.00 access
charge, plus a $3.00 search surcharge equals $22.96.
If you wanted to print a 500-line section of your
research, this would cost an additional $10.00.
For information, call Nancy Cohen, AICPA infor
mation retrieval department, tel. (212) 575-7075.

Practicing CPA, May 1990
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Modem Approaches to
Practice Management

As have many other practitioners, the owners of our
firm have been searching for a better way to function
in a radically changing environment. We believe
that a fundamental obstacle is the failure of
accounting firms to practice in a businesslike man
ner. This is scarcely a new discovery. We think what
is needed, however, is a new business philosophy.
Generally, what we hear at management con
ferences and seminars are suggestions for improv
ing the systems already in place. The core problem
for many of us is to develop a management system
and corresponding structure which is successful in
today's environment, and which will also build last
ing value for tomorrow.
We have embarked on a goal of fundamentally
revamping our firm operationally and philosophi
cally. We have adopted a business philosophy based
on modern approaches that is combined with a
positive-reinforcement management style. And
rather than concentrating solely on internal affairs,
we have refocused our thinking to an external, mar
ket-oriented view.
To achieve our goals, we found we needed to
□
Create a viable, long-term, strategic plan.
□ Separate the goals of ownership and manage
ment.
□
Reorganize personnel.
□
Become closer to the market and our clients.
□
Emphasize staff development.

Summer MAP
The first of this year's practice management
conferences will be held on July 16-18 at Cae
sar's Palace in Las Vegas, Nevada. The program
will feature presentations, panel responses,
small-group discussions, question-and-answer
periods, and an optional evening session.
Discussion topics include navigating the
1990s (the possible issues and how to deal with
them), how to enjoy marketing and make it
profitable, effective billing and collection pro
cedures, a step-by-step approach to partner
selection and admission, learning effective
interviewing skills, the role of the firm admin
istrator, how to evaluate partner performance,
how to manage firm profitability, and how to
manage the new professional.
The cost is $500, with CPE credit of up to 21
hours in practice management instruction. To
register, contact the AICPA meetings depart
ment, (212) 575-6451.
Practicing CPA, May 1990

□
Change our pricing philosophy.
□ Increase our research and development
capabilities.

Creating a viable, long-term, strategic plan
We began the process by re-evaluating the type of
firm we wanted. We had to decide whether we
wanted to operate essentially as a group of indepen
dent, sole practitioners, or whether we wanted to
build a viable, long-lasting organization. Our deci
sion was to build a long-lasting firm that would
operate without having all partners involved in
every aspect.
As a first step, streamlining our practice enabled
us to concentrate on what we could do profitably.
This meant creating new performance measure
ments that were not based simply on charge hours
or total income before partner salaries. (The first is a
measurement of cost, not profit, and the second can
be distorted by excessive time commitments.) In
short, we are using profitability as our only measure
and are being objective in how we determine it.
Another step was to reorganize the firm into sepa
rate components, even to the point of having some of
these sections operate under different names. This is
based on sound risk/return analysis. The hope is that
a marketing strategy using brand names and images
will enhance the overall value of the firm.
Separating the roles
of ownership and management
The key principle is that firm managers have certain
rights and responsibilities, as have the owners. It is
important to separate these roles when dealing with
many firm issues, though. In fact, we consider this
another critical step. Prior to separating the two
roles, we often lacked the discipline to follow
through on some decisions because of the tendency
for individual owners to act independently.
Now, the owners select the management team and
establish overall goals for the firm once a year. Man
agement has been given the responsibility and
authority for achieving these goals. In addition,
management positions are open to anyone with the
necessary skills and motivation. This has resulted in
less time being wasted by owners, more career
opportunities for staff, and a general increase in
morale.
Reorganizing personnel
Having decided to take a more corporate approach
to management, we then found we lacked a proper
organizational structure. Basically, what we had
could be compared to a feudal system with nobles
(partners) and peasants (everyone else), where the
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lower classes were constantly subject to the whims
of the upper class.
This traditional method of managing an account
ing practice is ineffective for two reasons. First, staff
members are never sure who they really work for
and often receive conflicting signals from different
sources. Second, personnel is managed on an ad hoc
basis without much consistency. Both situations
lead to less than optimum performance.
Our solution was to create a structure organized
along departmental lines that established clear
lines of authority for hiring, training, promoting,
and, when necessary, terminating staff. The title of
partner has been eliminated. People in charge of
departments are now called senior managers.
In fact, we are now organized as a typical corpora
tion would be. We have sales and production depart
ments, and an administrative division that handles
all general functions. In addition, we have two tech
nical departments for tax and information systems.
Personnel now have new titles. Directors are
responsible for managing the different depart
ments, and associates report to them. Consultants
are technical specialists who work with the dif
ferent directors and associates.
We find that the new structure has improved both
the decision-making process and departmental pro
ductivity. In addition, we have identified career
paths that are independent of ownership issues, and
have thus eliminated the traditional up-or-out phi
losophy. Not becoming an owner no longer carries
the stigma of second-class citizenship.

Becoming closer to the market
Being close to clients will be crucial to success in the
1990s, and we decided to put special emphasis on
developing such relationships through three sepa
rate strategies. First, we established a firm advisory
board comprising some of our best clients, referral
sources, and prospects. The boards well-choreo
graphed program helps us understand our clients'
needs and expectations from their perspectives, and
is instrumental in building close relationships.
Second, we have developed brochures, newslet
ters, and other marketing material for the same
purpose—to build relationships. This contrasts
with traditional sales techniques which are better
suited to tangible products such as cars, which cus
tomers usually purchase infrequently.
The third strategy involves the installation of a
formal client service system. This is designed to
manage clients perceptions of the firm and allows
every member of the firm to serve clients better. It is
derived from the zero defects method currently in
vogue in industry, which has proved particularly
successful in Japan.

The results achieved have been dramatic. Our
bonds with referral sources and important clients
have never been better, and we have gained many
new clients that fit the mold we want.

Emphasizing staff development
We believe we need to provide more than just tech
nical and professional training if our staff is to have
the tools to meet new challenges. To this end, we
have hired consultants to give presentations on goalsetting, communication skills, dress and
appearance, and even social skills. In addition, we
are scheduling management training courses for
later this year.
As mentioned above, we are installing a client
service system. This will be a firmwide system
because we want each department and the different
staff levels within it to provide the same degree of
service to each other that we provide to clients.
Because the system incorporates the zero defects
philosophy, we hope to see a marked improvement
in operation efficiencies, as well as in working rela
tionships. To a certain extent, this is already hap
pening. People are becoming more image conscious
and aware of the benefits of working as a unit. Staff
morale is higher, as well.

Changing our pricing philosophy
Our new market-oriented focus forced us to look at
our pricing policy. Improving operations can, in
some instances, actually lower profits using tradi
tional pricing methods. This is because pricing is
basically cost-plus in our profession. We take labor
costs, mark them up, add an overhead factor, multi
ply that by the number of hours spent, and charge
the total to the client.
Under this system, the less efficient you are, the
more money you can make because everything takes
AICPA Marketing Conference
Reminder

The AICPA will hold its annual National Mar
keting Conference on June 6—8 at the Sheraton
Grande Torrey Pines in La Jolla, California.
Topics include developing a product line,
developing selling techniques, how to hire a
marketing director, how to obtain referrals
and market to prospective clients, how to
measure marketing performance, how to mar
ket using a database, the managing partner as
marketing director, and a discussion on what
progressive firms are doing.
To register, contact the AICPA meetings
department, (212) 575-6451.
Practicing CPA, May 1990
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longer. A problem only occurs when your prices are
higher than the value perceived by the client. You
are then forced to write down the fee and may even
lose money on the engagement. If you are par
ticularly efficient, however, your fee may be less
than the perceived value—again to your loss.
We are now pricing our services based on what the
market will bear, wherever possible, rather than
only on cost. This makes us look closely before
accepting low-fee work and allows us to avoid short
changing ourselves on more valuable services.
There are two keys to making this pricing philoso
phy work. One is to use leverage, that is, to establish
the price when you have the best bargaining posi
tion, not when the client does. An example might be
to establish the price when a client urgently needs a
service, rather than risk having the client challenge
your costs when the urgency has been resolved.
The other key is to have your internal production
and pricing system under control. In some of our
segmented businesses we have introduced pay sys
tems based on direct performance incentives.

Increasing our research and
development capabilities
Increasing our ability to develop and offer new ser
vices in an affordable manner means changing still
another tradition—that of trying to be completely

American Institute of Certified Public Accountants, Inc.

1211 Avenue of the Americas
New York, N.Y. 10036

self-reliant. Due to more competition and higher
costs, this is no longer possible or desirable.
We have found we can reduce development costs
through our membership in a network of firms. This
enables us to share ideas and purchase all the mate
rials we need to market a new service.
We are pleased with the results of these changes.
We have made extensive use of consultants to help
with management structuring and ownership
issues. Network membership has expanded our
product line and given us access to many educa
tional programs, all at lower cost than if we had
developed them ourselves.
Change has affected almost every aspect of our
firm except one—our commitment to quality. In
fact, we believe our new system has increased our
ability to deliver quality services. Implementing the
changes can mean much hard work, but it is worth
the effort. We believe we are on track in becoming a
successful firm of the future. □

—by Kenneth C. Hugins, CPA, Cairns Hugins &
Company, 1915 Aston Avenue, Carlsbad, California
92009-3914, tel.(619) 438-4000

Editor’s note: Cairns Hugins & Company has kindly
offered to send copies of its organizational chart to
readers who contact the firm at the above address.
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